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Preliminary Draft 

REGULATING HOSPITAL COSTS: AN ALTERNATIVE PROPOSAL 

Martin Feldstein 

Although national health insurance remains an important item on the 

political agenda, the serious and detailed discussion of health policy in 

Washington and in state capitals has turned to the control of hospital costs. 

Unfortunately, much of this discussion has focused on bringing hospital costs 

under some form of public utility regulation. Any such regulation is ill-suited 

to deal with the fundamental cause of hospital cost inflation and would be a 

source of serious inequities and inefficiencies. There is an alternative 

policy that deals directly with the cause of hospital cost inflation: control 

of the form of health insurance. Because the regulation of insurance is already 

an activity of the state governments, the plan described here would be an 

appropriate policy for a state government rather than the federal government. 

The current paper has four sections. Section 1 discusses the nature 

and cause of hospital cost inflation. The second section shmvs why direct 

regulation would therefore not be an appropriate way to control hospital costs. 

Section 3 presents the insurance limit plan and discusses the way that it would 

affect hospital costs. The final section considers the potential acceptability 

of the insurance limit to consumers, hospitals and health insurance companies. 

1. The Nature and Cause of Cost Inflation 

The explosion of hospital costs has created an urgent need for new 

public policies. In 1950, the average cost per patient day in the nation's 

hospitals was only $16; by 1974, it was about $125, an increase of more than 

650 percent! During the same period, the overall Consumer Price Index rose 



only 114 percent. Ia just the 7 years from the introduction of McJicarc anJ 

Hedicaicl in 1966 to midJle of 1974, hospital costs increasc(l 160 percent. Today 

hospital costs .are continuin~ to rise at an annual rate of more than 15 percent. 

The dramatic increase in hospital costs reflects a rapid change in 

the quality and style of hospital care. Otl1cr factors affecting hospital costs, 

including the greater than average rise in hospital \'<'age rates, arc responsible 

for relatively little of the overall cost increase. Unlike tl1e other forms 

of price increase that arc measured by the l.onsurwr Price Index, the cost 

inflation of hospital ca.re cloes not mean that consumers are paying much more 

for the same old product that they bought before but that they arc buying a 

different and much more cxpcnsi ve product toda)'. ToJay' s care is more complex, 

more sophisticated and, hopefully, more effective. 

The very great increase in hospital costs ~tay not he justified by the 

resulting improvenent in the effectiveness of care. The current high price of 

hospital care may instead entail a serious misallocation of resources and a 

failure of the l1ealth care system to reflect individual preferences. Moreover, 

high medical care costs arc the primary source of inequity in our health 

systems, illlposing financial haruship and a barrier to adequate medical care. 

The major reason for the hospital cost inflation has been the very 

rapiJ growth in insurance. Extensive health insurance lm~crs the net price of 

care that the patient pays out-of-pocket at the tine that he consumes services. 

There is n01·1 substantial evidence that hospital insurance Makes patients and 

their doctors consurne more services anll more ex; cnsi vc services than they 

other\'<'isc \'/ould. 

Sonc sinple but striking numbers \·:ill illustrate this point. In 
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1950, Hhcn average cost per day \'las $16, private insurance paid 37 percent of 

hospital bills. This means that on the average the net cost to a private 

patient Has $10, In 197·t, average cost per patient day jumped to about $125, 

but private inslll·ance Has paying 77 percent of the ~ri vate hospital bi 11, 

leaving a net cost to the patient of $23,50. Although the net cost per 

patient day Has up from $10 to $28.50, the general increase in all consune·r 

prices meant that this $23.50 really only bour;ht $13 \mrth of general goods 

and services in 1950 prices~ Thus, in real terms the net cost to the patient 

hardly changed at all during tho past 25 years, Consmner 'lemand has therefore 

stimulated and supported the grmvth of nore sophisticated and expensive care, 

Looked at some\"hat differently, with 77 percent of private hospital 

costs paid by insurance, an extra $10 of expensive care only costs the patient 

about $2 out-of-pocket, It is not surprising, therefore, that patients and 

their doctors continue to encourage the grmving sophistication and exrense of 

hospital care, 

2. Direct ne~tlation of Hospital Costs 

Direct regulation of hospital .costs has been proposed as a \·Jay to 

stop the rapid rate of hospital cost inflation. At first it seems natural to 

apply the mechanism of public utility regulation to hos!Jitals. llowcvcr, a 

more detailed examination of this proposal shmvs that the problem of controlling 

hospital costs is fundx:1entally different fror.t the issues nm'l dealt l·li th by 

public utility reg~lation. And, more ir.tportant, the direct regulation of 

hospital costs would in the long-run make the nature and quality of hospital 

services completely unresponsive to the preferences of the patients and their 

physicians. 
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Consider first the experience of hospital cost regul~tion under t he 

Economic Stabilization Program of 1971 to 1974. A special subcommittee of the 

Cost of Living Council continued to regulate hospital costs during the entire 

period of price controls. At first, controls '"ere lind ted to hospital \\'ages 

and to the prices charged for each specifi~ type of hospital service (e.e. an 

x-ray, a particular laboratory test, etc.). Although this limited the increase 

in hospital costs, it did not get at the fundamental cause of hospital cost 

increase: the rapid increase in the quality or sophistication of services. 

During the final phase of the Economic Stabilization Program, the regulation of 

hospital costs was changed to a conprehensive limit on the overall incrense in 

the cost per patient day (\d th ninor adjustments for changes in occupancy 

rates, etc.). The American Hospital Association then filed suit against the 

Cost of Living Council, chargin3 that such control of the quality of hospital 

care \•lent beyond the stabilization progran' s legislative Mandate. The issue 

became moot \'/hen the legislation expired in 1974. 

The experience of the Economic Stabilization Program confirmed t!"lat 

the central~ issue in controlling hospital costs is to limit the quality of 

hospital care . The problem is thus fundanentally different from the usual 

subject of public utility regulation. I n other fields public utility retitilation 

is used to control the exe.rcise of monopoly poHer, to set a fair rate of profit 

on invested capital , and to assume that minimun quality standards are maintained. 

In ·contrast to the typical public utility , most hospitals arc nonprofit 

institutions that earn no profits . '1inimun standards are already reeulated 

through annual accreditation by a professional association. 

Direct regulation of hospital costs is inappropriate because there is 










































































